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LONG-TERM STABILITY OF GENERAL FUND

INTRODUCTION

The state general fund is the primary account that funds a significant portion of the general operations
of state government. Since this fund is critical to the operations of state government, the long-term
stability of this account is an issue that must be examined for development of sound fiscal policies.
This section of the document discusses three key issues relevant to the 2007 legislative session and
the necessary planning for subsequent sessions. The issues addressed are: 1) revenue stability; 2)
reliance on federal funds; and 3) funding demands.

REVENUE STABILITY

There are three major components of general fund revenues that have contributed to increased
revenue collections in recent years: capital gains income, oil and gas price and production, and
corporate profitability. Reliance on capital gains upswings is the “poster child” of over-reliance on
sustained growth, and expanding government services based on unsound fiscal policy.

Capital Gains

The 1990’s were generally good years for Montana’'s economy. With a few exceptions, Montana
experienced above average employment and wage levels that translated into strong tax revenue
growth. This revenue growth was further enhanced by the significant increase in the equity markets
and the resulting growth in capital gains income. During calendar 2002 and 2003, however, the state’s
financial picture blurred as the effects of a national economic recession, terrorism threats, and mid-east
tensions played havoc on the US economy. Although Montana’s economic base remained relatively
stable during this period, state general fund revenues plummeted. This inconsistency was due to the
precipitous fall in equity markets, low interest rates, and reduced corporate profits. All of these factors
contributed to the 2002/2003 budget crisis while the state’s economy continued to outperform the
national economy.

Figure 4 As Montana moves forward into

the next century, there are

Standard & Poor's Stock Index valuable lessons that can be
[ et Capital Gains Income —@—S&P Index | extracted from the financial

experiences of the 1990’s. For
example, as the information
technology age was exploding
during the nineties, the equity
markets were  experiencing
phenomenal growth rates. As
shown in Figure 4, the S&P stock
index reached a high of almost
1,500 in calendar 2000 and then
declined abruptly until 2003 when
the index dropped to about 850.
Figure 4 also shows the
corresponding trend in net capital
gains realizations as reported on Montana'’s tax returns. As the figure shows, the trends in reported net
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capital gains income is highly correlated to the S&P index. This would indicate that state tax revenues
experienced significant growth from the mid to late nineties due to the information technology
investment euphoria. In the meantime, while this growth scenario was occurring, state general fund
expenditures were increased along with passage of significant tax relief measures. The actions of the
legislature, in essence, expanded the expenditure base and reduced the tax base based on the
assumption that strong revenue growth would continue indefinitely. Obviously, the budget crisis of
2002/2003 refuted this supposition. For the 2007 and 2009 biennia, an ominously similar pattern may
be developing, clearly shown in Figure 4. Reliance on continued levels of capital gains income could
lead to another fiscal crisis. A careful assessment of the long-term stability of these levels of income is
warranted.

Figure 5
Oi’ and Gas P r Od UCti on Montana Oil Price Trends

Again for the 2007 and 2009
biennia, a similar situation may
be developing in the oil and gas %0
production component of state
revenues. Montana’'s oil and
natural gas revenues are
increasing significantly when
compared to previous biennia. 101
The issue is whether these 0
increased revenues are “on-
going” or are a short-term “blip”
(similar to net capital gains

income) that may fade in the future.
Figure 6 Figures 5, 6, 7 and 8 show the

trends in Montana’'s price and
production for oil and natural
o 4 gas. The data shown for
» “ | calendar 1992 through 2005 are
' actual information extracted
L 2s from the Department of
L 20 Revenue’'s computer system.
1 The estimates shown for the
10 period calendar 2006 through
2009 are based on assumptions
1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 adopted by the Revenue and
Calendar Year Transportation Committee
(RTIC) on November 15, 2006.
In addition to the actual and estimated amounts, the figures also show a trend line based on the
calendar years indicated in the annotations. These trends are based on a common statistical technique
that minimizes the differences between the trend estimate and the actual amount. The trend lines are
extrapolated into the future to indicate what the “trend” would be under a status quo situation.
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However, both oil and natural Figure 7
gas P”ces. have increased Montana Natural Gas Price Trends
dramatically in response to the
war in Iraq and the uncertainty
about future supplies.

The RTIC was aware of these
conditions and adopted price
and production assumptions
accordingly. As shown in the
figures, it is quite apparent that 1
the pr ice assumptions adopted ’ 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
by RTIC are expected to peak Calendar Year

and then begin to trail off by the
end of calendar 2009. It is estimated that the additional revenue due to price and production being
above the trend lines could be as much as $70 million general fund or $155 million all funds for
calendar 2008 and 2009. These estimates most likely represent a maximum estimate since the
probabilty of price and
production amounts returning to
Montana Natural Gas Production Trends the trend line amounts are low.
Regardless, the legislature
should be visionary in the
budgeting process and not
assume oil and gas revenues
will continue at these high levels
unabated into the future.
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Corporate Income

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 CorF_)?rate income taxes have
Calendar Year traditionally been an extremely

volatile source of revenue,
directly tied to the national and world economic conditions and its erratic fluctuation. While corporate
taxes are currently strong, it is again prudent to assess the long-term viability of reliance on sustaining
this level of income into the future. A significant portion of corporate income taxes is being “fueled” by
the natural resource industry. However, commodity prices could wreak havoc on corporate profitability.
This is just one more example of a revenue source that may not be sustainable in future biennia. This
issue is discussed in more detail in this volume and in Volume 2, “Revenue Estimates.”

Revenue Stability-Summary

As shown in Figure 9, total general fund revenues have increased substantially during the period fiscal
2004 through 2006 and are projected to increase only moderately during FY 2007, 2008, and 2009.
The projected dollar increases are consistent with the trends observed from FY 1995 through FY 1999.
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Figure 9
General Fund Revenue Trends
Historical Collections and RTIC Estimates
General Fund  Year to Year GF Total General Fund Revenue - Annual Trend
Fiscal  Collections Change Percent
Year Millions Millions Change 2000
1.800 ,I"-‘!'
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A 1990 730351 18383 2.58% » —
A 1991 805288 74.937  10.26% 5582883853883 88888888838
A 1992 892727 87439 1086% | 0~ -~~~ "7 77 el Yo 07
A 1993 953.063 60.336 6.76%
A 1994 891.859 (61.204) -6.42%
A 1995 935.348 43.489 4.88%
A 1996 963.193 27.845 2.98% Total General Fund Revenue - Year over Year Change
A 1997 986.570 23.377 2.43%
A 1998 1,034.382 47.812 4.85% 200
A 1999 1,069.982 35.600 3.44% 150
A 2000 1,163.638 93.656 8.75%
A 2001 1,269.472 105.834 9.10% g ®
A 2002 1,265.713 (3.759) -0.30% 2 s
A 2003 1,246.381 (19.332) -1.53% 3 0
A 2004 1,381.565 135.184 10.85%
A 2005 1,530.949 149.384 10.81% 0
A 2006 1,708.166 177.217 11.58% (100)
fF 2007 1,762.355 54.189 3.17% Fiscal Year
F 2008 1,797.764 35.409 2.01%
F 2009 1,875.209 77.445 4.31%

From a percentage growth perspective, however, the projected increases are generally a lower percent
than in that previous period. Figure 9 also shows the change in revenue collections from year to year.
The disturbing trend is the downturn in revenue collections observed at eight year intervals. If this
pattern continues, the 2009 Legislature could be facing a difficult budget session.

The downturn in revenues during FY 2002/2003 illustrates the sensitivity of Montana’s revenue stream
to world events and investment opportunities. It also underscores the potential inaccuracies in the
revenue estimates if the occurrences of these types of events are not known or are mistimed.
Economic upturns or downturns are rarely accurately projected nor can disasters or certain world
developments be anticipated. To quantify current collection patterns, the increased revenue collection
of $462 million from fiscal 2004 to 2006 was primarily due to three general fund revenue sources:
individual income, corporation income, and oil and gas production taxes. Together, these three
sources of revenue contributed about $406 million of the total increase, which represents almost 88
percent of the total. The various assumptions used to estimate these revenue sources will have a
substantial impact on total estimated general fund revenues in the future. If only a few of the key
assumptions miss the mark, estimates may vary widely from actual collections.
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RELIANCE ON FEDERAL FUNDS

General fund expenditures have increased on average over 5.2 percent per year from fiscal 1990 to
2006. Correspondingly, federal funds expended have increased over 8.2 percent per year during this
same period. In both funds, however, there have been some budgetary changes that skew these
percentages. For example, HB124 (local government entitlement legislation), diverted some local
government revenues to the state treasury in return for a state general fund entitlement appropriation to
local governments. This change increased general fund revenues by approximately the same amount
of increased general fund expenditures. During the 2003 biennium, the state food stamp program was
included in the budgeting process. Prior to this time, this program was considered “off budget” and was
not included as a federal fund expenditure.

Regardiess of these changes, the fact remains that federal funds continue to be a much larger portion
of the total state budget. As shown in Figure 10, general fund expenditures represented over 60
percent of the combined general and federal fund expenditures in FY 1990. By FY 1999, the
percentage split was about equal. By FY 2004, however, federal funds represented over 55 percent of
the combined spending to about 44 percent from the general fund. Interestingly, the federal funds
percentage has returned to about 50 percent in FY 2006. Total federal funds expended in FY 2006
were $1.572 billion compared to $1.567 billion general fund, for a difference of $4.9 million. If Montana
was to lose a portion of these federal funds, the impact on the services provided to the citizens would
be significantly reduced. To maintain the same level of services would require a substantial change in
state tax policy.

Figure 10
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Figure 11 shows the 2009 biennium executive budget recommendation for federal special revenue
funds. As the figure shows, public health and transportation services consume over 78 percent of the
federal funds recommended in the executive budget. A reduction in federal funding would have a

significant impact to these state programs.
Figure 11

Federal Spec. Rev. Funds Executive Budget Proposal By Major Agency
2009 Biennium $3352.874m

Office Of Public
Instruction $309.846m /
9.2%

Commissioner Of Higher
Education $123.361m /
3.7%

All Other Agencies

$281.939m / 8.4% Department Of

Transportation
$614.022m / 18.3%

Department Of
Corrections $0.447m /

Dept Of Public Health & 0%

Human Services
$2023.25%m / 60.3%

Reliance on Federal Funds-Summary

With federal deficits and the continued Iraq war funding demands, the prospect for federal funding
freezes or reductions is a real possibility, not only in the near-term but also in the long-term. The recent
actions of the Bush administration to deal with large federal deficits, including passage of the deficit
Reduction Act, signal a likelihood of federal cutbacks that may impact states. In this biennium, federal
cut-backs in human services are felt, and are noted in this budget analysis. The 60" Legislature may
want to consider developing a long-range plan in the event of a reduction in federal funds.

FUNDING DEMANDS

Businesses as well as government constantly experience the changing and competing demands for
available dollars. Whether a business is contemplating expansion or technology enhancements, state
government experiences the same type of needs and priorities in order to continue services to the
citizenry of the state.

Aging Population
One of the most significant events that is beginning to surface in Montana is the projected increase in
the aging population. Between 2002 and 2025, Montana's population 65 and older is expected to
increase from 13.6 percent of the total population to 22.1 percent, or a change in older residents of
almost 100,000. As shown in Figure 12, Montana experienced rapid growth in this age cohort from
calendar 1980 to 1990.
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Figure 12 Starting in calendar 1991 through
2002, this trend waned with the
percentage of residents in this age
24% bracket remaining quite constant.
2% f"d From calendar 2002 to 2024 this trend
0% . is once again changing, showing a
significant percentage of Montana’s

total population in the 65 and older age
range. [f these projections are correct,

14% M by calendar 2025 one out of every five
12% M’

Montana Population 65 & Older

Percent of Total

Montanan's will be at least 65 years
T old.

Calendar Year The primary cause of this rising
population change is the maturing of
the baby-boomer generation, born
between 1946 and 1965. Montana, like other state and local governments, will need to address the
issues relative to changing demographics. As Montana’s population ages, issues relative to an
economy that will be required to support these changes and the implications for medical and long-term
care costs must be addressed.

With a growing elderly population, the legislature will need to address how the working-age population
can support a significantly older population. In addition to the associated costs of caring for the elderly,
the level of income these individuals have and ultimately how much they will pay in taxes could have a
substantial impact on state government finances. Given the expected dramatic changes in the age
structure of our population, it is imperative the legislature begin thinking about these issues and how
they may be addressed in the future."

School Enroliment

In addition to our aging population,
Montana has experienced a
significant change in enrollment in
our elementary and secondary 170
public schools. As shown in Figure
13, Montana'’s total enroliment was
in excess of 165,000 children in
school year 1996. From this time
forward, total enroliment s
expected to decline to about

Figure 13

K-12 Enrollment in Montana
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fairly moderate rate. The

significance of this change is the
costs associated with funding our current public school system. Under current law, state expenditures
for public schools are primarily driven by the enrolliment in each district. If enroliment declines, then the
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cost to fund education correspondingly declines. See page 175 for a discussion on the current public
school funding lawsuit.

If the current public school funding formula continues to be enroliment driven, the cost of funding the
public school system will begin to accelerate when the current enroliment trends reverse direction
beginning in school year 2015. At an average cost of about $4,075 per enrollee per year, small
changes in enroliment can turn into significant funding increases in the future.

Funding Demands-Summary

Changes in population demographics related to an aging population and a reversal of the decline in
school enroliments are just two examples of funding demands. The chronic demands for increased
human services and corrections funding are well known, and there are other troubling signs that
funding demands could exacerbate the long-term stability of the general fund.

CONCLUSIONS

Ensuring that the general fund is structurally balanced, i.e., that on-going revenues meet or exceed on-
going expenditures for the next biennium, provides a simplistic short-term assessment of sustainability
of the general fund. However, it does not take into consideration the long-term stability of the funds or
whether long-term trend assumptions are based on sound fiscal policies. This section discussed three
key issues related to long-term stability that may point to tougher times ahead. With regard to revenue
stability, individual income taxes, oil and gas production taxes, and corporate income taxes account for
88 percent of revenue growth in the past three completed fiscal years. Further reliance on sustaining
these revenues at current levels into the future would ignore ominous signs that warrant careful
scrutiny. With regard to federal funds, the executive budget proposes replacement of $12.3 million
federal funds with general fund due to federal cutbacks, and this appears to be the tip of the cutbacks
anticipated as the Federal government deals with huge deficits. Regarding funding demands, shifting
demographics related to aging population and school enroliment, as well as challenging chronic growth
patterns with corrections and human services, signal yet another reason for concern with long range
stability of the general fund. Collectively, these sample issues bring into question the sustainability of
an executive budget proposal that, while “structurally balanced” from a simplistic short-term
perspective, may lead to budget shortfalls in the not-too-distant future.

the best information available, particularly with regard to future sustainability, if only a few key

assumptions miss the mark, it could lead to budget shortfalls in the long-term. The legislature
should carefully consider the issues surrounding the sustainability of the level of expansion proposed in
this budget, and determine the level of risk that is acceptable in consideration of the vulnerability of any
economic forecasting assumptions. For the longer-term, an in-depth analysis of the long-term stability
of the general fund would require a fairly extensive analysis, but may be prudent given the serious
impacts of over-extending based on erroneous assumptions. "

While revenue estimates and spending proposals in the executive budget may be based on
ISSUE

The legislature may wish to recommend an interim study of the long-term stability of the general fund.
Much could be learned from examining the fiscal policies on which the current general fund structure is
based.
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LFD Based on this outlook, it could be argued that a significant amount of additional revenue in
T the next several years that is currently classified as “on-going” could be considered “one-
o)1l time” and may not be available in subsequent biennia. If this hypothesis is correct, the 60th

Legislature should consider creating a “rainy day fund” and transferring a portion of the
potential one-time revenue into this fund. On November 28, 2006, the Legislative Finance Committee
approved draft legislation that would create a “budget stabilization account”, a term synonymous with
“rainy day fund”. Given the tenuous nature of some assumptions regarding the long-term sustainability
of general fund, a rain-day fund would provide a cushion to get through the down-side of economic
cycles. : '
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